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EXEMPTION   OF   DIVIDEND   INCOME   UNDER   THE 
INDIVIDUAL  INCOME  TAX,  1913-61 

■I'The  concept  in  the  early  days  of  the  Federal  income  tax  was  that 
corporate  earnings  would  be  subject:  (a)  at  the  corporate  level  to 
the  basic  or  "normal"  tax  rate  common  to  the  corporate  mcome  tax 
and  the  individual  income  tax;  and  (6)  at  the  shareholder  level  to 
only  the  graduated  surtax  rates  of  the  individual  income  tax  Ihus, 
from  1913  to  the  end  of  1935,  dividends  received  by  individuals 
were  not  subject  to  the  normal  tax  on  individual  mcome.  However, 
it  was  only  from  1913  to  1917  that  the  corporate  income  tax  was  set 
at  the  same  rate  as  the  individual  normal  income  tax.  During  this 
period,  generally  speaking,  the  effect  of  the  dividend  exemption  or 
credit  was  to  render  dividend  income  subject  to  only  the  tax  rates 
of  the  individual  normal  tax  and  surtax.  But  from  1917  on,  the 
corporate  rate  exceeded  the  individual  normal  income  tax  rate  and 
to  that  extent  what  is  considered  by  many  to  be  double  taxation  ot 
dividend  income  began.  i  •     ^  ^       i  f 

Under  the  1913  act,  corporate  net  income  was  subject  to  a  1 -percent 
tax  rate  while  individual  net  income  was  subject  to  a  normal  tax 
rate  of  1  percent  and  a  surtax  at  rates  graduated  from  1  to  6  percent. 
Dividends  received  by  stockholders  were  exempt  from  normal  tax. 
Thus,  corporate  earnings  were  subject  to  a  1-percent  tax  at  the 
corporate  level  but  exempt  from  the  1-percent  normal  tax  on  individual 
income  at  the  stockholders'  level  and  subject  to  the  individual  in- 
come surtax  at  rates  graduated  from  1  to  6  percent  at  the  stockholders 

level.  ,  ^  .  , 

Under  the  Revenue  Act  of  1916,  the  corporate  net  income  tax 
rate  and  the  normal  individual  income  tax  rate  were  increased  to 
2  percent  with  dividends  continuing  to  be  exempt  from  the  individual 

normal  tax.  ,  ,         , 

Under  the  Revenue  Act  of  October  3,  1917,  the  corporate  rate 
was  increased  to  6  percent  while  the  individual  normal  tax  rate 
against  which  dividend  income  was  credited,  was  ^creased  Irom  2 
percent  on  all  normal  tax  net  income  to  2  percent  on  the  hrst^2,UUU 
of  such  income  and  4  percent  on  such  income  over  $2,000.  in 
calendar  year  1918,  the  corporate  rate  of  12  percent  coincided  with 
the  rate  appHcable  to  individual  normal  tax  net  mcome  over  $4,000 
but  exceeded  the  6-percent  rate  applicable  to  the  first  $4,000  ot  such 
income.  Thus,  while  corporate  dividends  continued  to  be  exempt 
during  this  period  from  the  individual  normal  income  tax,  the  tax 
rate  to  which  the  dividend  credit  apphed  was  no  longer  fully  equiva- 
lent to  the  rate  levied  on  corporate  earnings  at  the  corporate  level. 

From  1919  on,  the  corporate  rate  continued  to  exceed  the  individual 
normal  rate  with  the  gap  gradually  widening  until  1936  when  the 
connection  between  the  two  taxes  was  completely  severed  by  the 
elimination  of  the  dividend  exemption.  (It  is  interesting  to  note  that 
in  1935,  the  last  year  in  which  this  early  dividend-received  credit  was 
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2  EXEMPTION    OF    DIVIDEND    INCOME 

effective,  the  iiulividual  normal  tax  rate  to  which  the  credit  apphed 
was  4  percent,  the  same  as  the  current  rate  of  the  dividend-received 
credit  against  tax.) 

The  revenue  bill  of  1936,  as  passed  by  the  House,  proposed  the 
elimination  of  the  normal  tax  on  corporations  and  the  substitution  of 
a  tax  on  corporate  net  income  wliose  rates  would  vary  with  the  size 
of  the  corporate  net  income  and  the  percentage  of  the  net  income  that 
would  be  undistributed.  Under  tlie  bill,  a  corporation  which  dis- 
tributed its  entire  income  would  pay  no  tax.  In  order  that  distributed 
corporate  earnings  would  be  fully  taxed  in  the  hands  of  shareholders, 
the  bill  would  repeal  the  then  existing  dividend  credit  for  purposes 
of  the  individual  normal  tax. 

As  finally  enacted,  the  Revenue  Act  of  1936  retained  the  normal 
tax  on  corporations  with  slightly  altered  rates  and  imposed  a  graduated 
surtax  on  undistributed  net  income,  but — because  of  the  need  for 
revenue — failed  to  restore  the  dividend  credit  for  purposes  of  the 
individual  net  income  tax.  ^^ 

Under  the  1954  code,  the  tax  on  dividend  income  was  reduced  in 
two  related  provisions.  Under  one  (sec.  116)  an  individual  may 
exclude  from  his  gross  income  up  to  $50  of  dividend  income  received 
from  a  domestic  corporation.  A  husband  and  wife  filing  a  joint 
return  have  two  exclusions  where  each  is  a  dividend  recipient.  The 
other  provision  (sec.  34)  makes  available  a  dividend-received  credit 
against  tax  equal  to  4  percent  of  dividend  income  above  the  $50 
exclusion. 
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